PN-AAU-570

UNCLASSIFIED

Country Development
Strategy Statement

FY 1986

'HONDURAS'

=l T

May 1984

Agency for International Development
Washington, D.C. 20523

UNCLASSIFIED

BEST AVAILABLE


Scanner6
BEST AVAILABLE


I. Country Situation and Background

A. Political, Economic, and Scocial Situation

Honduras 1s one of two functioning democracies and the poorest country in
Central America, Of its 4.1 million people, 2.6 million live in rural areas,
GDP per capita income in 1981 was estimated at $675. The economy's real GDP
growth rate dropped from an average of 7% during the late 1970's to a negative
rate of over 1% in each of the last three years. Average real per capita
income has declined by almost 14% from 1981. 1In 1978, the average per capita
income was $155 in the countryside and $496 in the urban areas. In the same
year, the estimated poverty line income per person was $230, Some 77% of
rural residents and 34% of urban residents had per capita earnings below that
level.

Honduras' impoverishment is evidenced by most of the characteristics normally
assoclated with underdevelopment. The literacy rate is 60X, life expectancy
is 57 years, infant mortality is 87 per thousand, the average age i1s 16 years,
and the population is growing at 3.4% yearly., The human resource base is very
weak, and infrastructure and public services are woefully inadequate,
Unemployment is estimated at 20%, and underemployment at an additional 30-35%.

Honduraa' long-term social and economic development 1s impeded by a rugged and
mountainous terrain often unsulted for cultivation, use of a high percentage
of the most fertfle and tillable land for cattle raising, a fragile and
deteriorating natural resource base, an economy largely based on tropical
export agriculture subject to large swings in the terms of trade, the second
highest population growth rate in the Western Hemisphere, weak private sector
organization and aggressiveness, and government institutions with limited
ability to effectively formulate and execute policies and pro, -~ams,

Despite its underdevelopment, Honduras has traditionally enjoyed soccial
stabiiity. 1Its relative internal peace and harmony are largely the result of
its pluralistic society, traditional respect for human rights, measures taken
by development-oriented governments over the last thirty years to provide a
more equitable distribution of land and social services, and the promise of
progress engendered by major investments in infrastructure and productive
activities. High population growth has been partially absorbed by an
agricultural frontier, which is rapidly disappearing. The country has been
assisted in maintaining limited but steady social and economic progress by the
government's willingness to cooperate with external investors and donors,

The country's present economic recession and the turmoil in Central America
have begun to seriously threaten its relative peace and harmony. Honduras'
nervousness about the intentions of its southern neighbor, the guerilla war in
El Salvador, social and political inatability in Guatemala, a limited domestic
market and a contracting external sector, and declining foreign and domestic
investment levels have resulted in a downward trend In production, Low
prevailing prices for the traditional eommodities which make up 774 of
Honduras' exports, an unfavorable shift in the terms of trade, sharply reduced
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capital inflows and a 9% rate of Inflation over the last few years have led to
disruption of traditional economic activities and diminished convertibility of

the Qggg;;x;g_ggggg%gy. Hondurans' traditional lack of confidarca in :
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econonic SIEuation has deteriorated and the possibility of a spillover of the
unrest in neighboring countries remains high.

Without major economic policy changes, significant external assistance, and an
improved political environment in the region, prospects for a revival of
economic growth in the near future are poor. Prices for agricultural
commodities are still low and little improvement is projected for the next few
years. Central Bank foreign exchange reserves are now about negative $115
million, and would be lower were it not for strong Central Bank control over
the allocation of hard currencies. The Government's fiscal deficit grew from
8Z of GDP in 1981 to 11%Z in 1983, Without GOH action to curb it, the 1984
deficit is expected ta be around 10% of GDP. Access to foreign commercial
bank resources has been severely curtailed. The pending rescheduling of $121
million in commercial debt arrearages and red-lining of Central America by
foreign banks promises little near-term relief from the lack of sufficient
foreign commercial credit, There 18 a growing recognition that the import
substitution growth model engendered over the last two decades by the Central
American Common Marke (CACM) is inhibiting the country's economic development
and that a different strategy must be designed and ilmplemented to restore
economlc growth.

The prospects for an early end to unrest in the area are not favorable.
Despite progress toward the installation of a democratically elected

government in El Salvador, the guerilla war there is likely to continue for
some time, Relations with Nicaragua are tense. There 18 evidence that

Honduran citizens are being trained bv Cuba and Nicaraceuna to return tn thair
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representatives from both the U.S. Embassy and USAID/H, has been developing a
comprehensive analysis of the country's economic situation, and is exploring
adjustments to the GOH's macroeconomic policies which would promote short-
term economic stabilization and set the base for sustained growth. A new IMF
Stand-by 1is expected to be negotiated in the next few months, and its
implementation should further help strengthen the country's ability to carry
out the needed economic adjustment and minimize the human suffering that
accompanies such changes., The World Bank has indicated its willingness to
negotiate a structural adjustment loan, once the Stand-by has been agreed to.
The Stand-by should also facilitate completing renegotiation of the small
portion (1l0Z) of Honduras' external debt mentioned above,

Honduras has made a major commitment to continue with the democratization
process initiated in 1980, and 18 counting on U.S5.G. support for continuing
the process, strengthening the country's economy, and defending itself against
external threats. In the long run, the country's ability to maintain its
democratic form of government and its commitment to private initiative will
depend on its ability te provide for improved living standards for its people
by increasing participation in the benefits that come from modernizing the
economy and increasing exports which are competitive on world markets,

Greatly increased external commercial and concessional financing will be
needed over the CDSS period to restore economic growth, design and implement a
new development strategy, and return Honduras to the path of sustained social
and economic development,

B. U.S. Objectives

The USG's long-run objective is to support a traditional trading partner and
ally. Over the CDSS period, and perhaps beyond, there are three more specific
U.S. objectives: to assiset Honduras to further advance the democratization
process, restore and then increase economic growth, and preserve its
territorial integrity.

Restoring economic growth, and thereby increasing employment, improving living
standards, and meeting the basic human needs of the country's overwhelming
poor population, is a sine qua non to success in consolidating the democratic
process., The country's territorial integrity muat be preserved in order to
ensure that the democratization process 1s not disrupted by terrorism or armed
conflict, and to provide a secure environment within which economic growth can
resume. As the democratization process is consolidated, Hondurans in all
walks of life would increasingly feel they have a stake in their society.

This should help to increase theilr confidence to invest thelr time, energy,
and resources in their own and thelr country's future,

C. Rationale for 1U.S. Assistance

The rationale for U,S5.G. support to Honduras is based on four interrelated
factors, First, as stated in the report of the National Bipartisan Commission
on Central America {NBCCA), Honduras 1s of great strategic ilmportance to the
U.S. in its efforts to maintain free, democratic socleties in the western
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hemisphere, 8Second, Honduras is worth helping. Third, it is willing to help
itself, Finally, assistance to Honduras holds reasonable promise of producing

the desired results.

As a free, democratic soclety, Honduras 1s surrounded by countries whose
stability is threatened by externally supported interests hostile to the
Honduran and the U.S. way of life., Honduras wants and needs U,S. assistance
to maintain its constituticonal democratle form of government and improve its
defense capabilities. It is currently cooperating effectively with the U.S.
on security matters, and probably more than any other, is an ally on which the
U.S. can count for regional cooperation over the long run.

Honduras 1is werth helping because 1t is a close neighbor which shares U.S.
democratic values and ideals., It 1s making a serilous attempt to live as
closely to those values and ideals as possible under very trying conditions of
social tension, economic distress, and external threat teo its democratic
institutions. It 18 a natural ally and traditional supporter of the U.S. in
world fora., It has shown it is willing to help itself by its strong push to
develop itself over the past three decades and its recent progress in
establishing democratic, constitutional government. Finally, assistance to
Honduras holds reasonable promise of success, There 1s nothing basically
incurable in Honduru ' current economic malaise, and the recent U.S.
commitment to its security has helped to mitigate Hondurans' doubts about the
country's future. With appropriate and adequate assistance and effective
government economlc policies, the Honduran economy can be turned around and
its traditional steady progress in improving living conditions restored.

II. Goals

A. Short-term (1985~87)

Our short-term goals are essentially to help Honduras restore equilibrium to
its economy, develop the policy base for long-term growth, and maintain social
peace and tranquility during what promises to be a period of sacrifice and
retrenchment, The degree of adjustment needed to restore equilibrium in the
fiscal and balance of payments accounts cannot be predicted with precision,
However, a reduction of the budget deficit from 11% of GDP at the end of 1983
to 84 and 5% by the end of 1984 and 1985, respectively, would appear
necessary. As well, balance of payments equilibrium should be achieved and
the system of forelgn exchange controls progressively dismantled and
eliminated by the end of 1985. The GOH should gain effective control over
decentralized public entities and divest 1itself of as many productive
activities as possible, Where public interest dictates government operation
and/or management of production activities, their management and performance
should be significantly improved., The GOH's basic laws and policies regarding
investment, tariffs, and export development should be revised to favor
increased exports, Informal barriers to investment and exports, such as
required government approvals for normal business transactions, should be
significantly reduced.
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GOH implementation of a stabilization program will probably lower living
standards and may well increase unrest among the country's already
impoverished people in the short term. The painful and wrenching adjustments
that will take place during the retrenchment will temporarily dash the hopes
of many for improved living standards. Low income rural families will see
their earnings diminish to the extent that the cost of transportationm,
imported agricultural inputs, and consumer goods rise in relatiom to the
prices they can obtain for their products, Low and middle income urban
families are likely to be hurt the most, as they consume more imported goods
than their rural counterparts and derive more of their income from salaries,
The urban unemployed are the most likely to give up -hope and look for
solutions that threaten political stability.

The GOH realizes that an effectlve stabilization program is needed., It has
called on the USG, the International Monetary Fund (IMF) and the World Bank
(IBRD) for assistance, and all have expressed a desire to help. The GOH
expects to obtain from these institutions about $180 million in FY 1984 and
about $220 million from FY 1985 through FY 1987 for its stabilization
program.if The USG, given the broader nature of our relationship with the
GOH, has a special role to play. In view of the objectives set forth above,
the short-term stabilization program must represent a reasonable balance
between achieving economic stability and maintaining political stability.
Thus, some of our assistance must be aimed at helping the GOH to minimize
social unrest during this difficult period., Accordingly, a major effort to
increase employment in the short run forms an integral part of the short-term
strategy. Rather than adopting a defensive posture, we propose to collaborate
with the GOH in development of a “flrst offensive” against un mployment with
up to $100 million of AID funds to create up to 40,000 person years of
employment during this period.

B. Long-term (1985-90)

Over the longer term, a significant increase in investment and modest real GDP
growth must be achieved. The benefits of growth should be shared more
equitably, and reflected in improved living conditions for the large majority
of Hondurans, The goals to which the strategy contributes are:

— an increase in employment by 250,000 jobs by the end of 1990, which will
accomodate labor force growth during the CDSS period;

- an increase in average per caplita income of the rural poor from $155 at
present to $200 in 1990; 2.

\

~ an increase in primary school enrollment from 87% of the primary school
age group in 1982 to 93% by 1990;

1/ These figures include $112.5 million of ESF funds from AID in FY 1984, and
$180 million in FY 1985 through FY 1987,

2/ This assumes that per capita income for the rural poor has changed little
since 1978,
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- a reduction io infant and child wmortality from 87 per thousand te 70 per
thousand by 1990; !

- an increase in access to potable water from 60% to 85% in major cities
and from 50% to 70% in rural areas by 1990;

-~ an increase in the prevalence of contraceptive usage from 274 to 45% of
fertile women and a decline in the rate of population growth from 3,.5% to 3.0% ' Co

per year by 1990;

— an Iincrease in the number of standard housing units from 150,000 to
200,000 by 1990; and

- continued progress toward permanent institutionalization of democratic
electoral and judicial processes,

DA and ESF resources, PL-480 commodities, and USG guaranteed housing loans and
trade credits totalling $767.1 miilion are proposed for FY 1985 through FY
1990 to help achieve these goals. In addition, at least $1.5 billion of new
Honduran and external private sector investment and $1 billion of other donor
resources will be needed to facilitate reaching the above objectives. The
kind and magnitude of support from these sources is described in Section III
below.

C. Assumptions

In attempting to help Honduras reach these goals, the Mission has made several
key assumptions. They are that:

- the U.S. continues to have high political and military interest in
Honduras;

-~ Honduras will not be drawn into open conventional military conflict
with neighboring countries, or forced into putting down a significant domestic
insurgency;

—~ the results of political unrest and attempts at subversion do not
retard the GOH's ability to implement an economic recovery program; and

- the U.S. Congress provides the funds and guarantees required.

III. Program Strategy

A, Overview

The Mission's program strategy 1s to help the GOH stabilize the economy and
decrease soclal pressures from rising unemployment during the first three
years of the CDSS peried, and progressively increase investment in long term
development throughout the CDSS period. Economic stabilization will be
achieved through GOH implementation of important macroeconomic policy changes
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aimed at correcting current economic disequilibria and creating the policy
base for a long-term, export oriented growth strategy. Maintenance of social
stability will be furthered by the "first offensive™ against unemployment,
Long~term development efforts will be aimed at increasing employment,
providing a minimum of food security, improving equity and participation of
the poor in the country's economic and social development, and strengthening
public and private services to better meet the basic human needs of the poor.
This will be accomplished by improving sectoral development policies,
expanding private sector production, fostering technology transfer, and
developing a much stronger human resources and institutional hase,

Sectoral emphasis (not in order of iumportance or priority) will be on private
gsector production; agricultural development; education; health and population;
and housing and related infrastructure, Efforts in each of these five sectors
support both growth and equity objectives to varying degrees, and are
therefore not classified as falling under either a growth or an equity

mantle. In our judgment, assistance in these sectors will have the greatest
impact on helping Honduras to reach the short- and long-term goals. They are
the sectors through which the situation of the poor can be improved most
directly. Both the Mission and the GOH have substantial interest in improving
their functioning and effectiveness to promote long term development and
equity. They are areas in which both we and the GOH have gained significant
expertise through our ongolng assistance program, They are logical areas on
which to concentrate attention both in terms of Honduras' long term
development needs and the types of assistance available from other sources,
Finally, the interrelationships between these sectors are such as to require,
insofar as practical considerations allow, a simultaneous ati ck on all of
them,

A total of $947.1 million in USG assistance is proposed to support this
strategy. A breakdown 1s included in the resource requirements tables at the
-end of this document. ESF balance of payments assistance of $180 million is
proposed for FY 1985 through FY 1987 to support the stabilization program. It
is proposed that Development Assistance funds, ESF (starting in FY 1988), HG
loans, and PL-480 Title I and I1 resources totalling $737.1 million be
provided for the long-term development program, ESF funds which support the
long-term development program are programmed for both balance of payments
support and development projects, Thelr use as balance of payments support
will be linked to the accomplishment of specific policy reforms which are
needed to ensure the success of AID supported long term development projects.
In addition, it is proposed that $30 million of ESF funds be used for a Trade
Credit Insurance Program, as recommended by the National Bipartisan Commission
on Central America (NBCCA), to 1nsure payment to U.S. banks for lines of
credit they extend to Honduran importers.

Balance of payments support for the stabilization effort are programmed at a
high and constant level during the first three years of the CD§S period and
then progressively decline over the last three years, The heavier emphasis on
balance of payments support in the earlier years reflects both the GOH's and
our own short-term priority for stabilizing the economy and minimizing social
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unrest., The funds programmed for long-term development programs increase
steadily over the planning period. Yearly adjustments in the relative
magnitude of resources destined for each program area (stabilization, sectoral
policy reforms, and long-term development) will be made based on progress in
achieving agreed on program objectives, For example, should a satisfactory
economic stabllization program not be agreed upon, or not fully implemented,
funds now destined for that progrum will be used for long-~term development
program, Alternatively, 1f a well conceived and well implemented
stabllization program has not produced the desired results within the
projected time, 1t may be necessary to continue support in this area for a
longer perjod than projected. 1In comparison to historical levels, a much
higher proportion of grant financing is requested. Honduras' status as the
region's second poorest country, and the strong emphasis on technical
assistance and major economic policy changes in the long-term development
strategy justify a higher portion of our assistance through grant rather than
loan financing. The program as a whole is neither a high-risk nor a low-risk
venture., There are some potential pitfalls, and realistically we must be
prepared to take moderate risks in view of the importance of Honduras to U.S.
strategic interests,

B, Economic Stabillization Program

1, Macroeconomie Situation

For the past four years, Honduras has had unusually large budget and the
balance of payments deficits. The deficits have been flinanced mainly through
domestic and external borrowing. A combination of external borrowing,
restrictions on imports, and a recent policy change allowing importer—financed
goods to enter the country have helped to relieve short-run pressure on the
balance of payments.

To address its macroeconomic problems, the GOH has obtained assistance from
the International Monetary Fund twice over the last five years. An Extended
Fund Facility Agreement was signed in 1979 and a Stand-by Agreement was
arranged for the 14 month period ending in December 1983, The duration and
magnitude of the balance of payments and budget problems, and less than
adequate GOH action on implementing policles to contain them, resulted in
incomplete compliance with both agreements.

The Mission belleves that a new IMF agreement is key to the implementation of
a stabilization strategy. The GOH must undertake significant policy reforms
and administrative improvements to curb continuing fiscal and balance of
payments disequilibria, The fiscal deficit for the Central Government for
1984 is projected at $325 million, which is over 10%Z of GDP, and is likely to
continue at a high level during the 1985 election year. 1If restrictions on
imports were lifted, the balance of payments deficit in 1984 would increase by
a projected $183 million (imports gap). Full financing of deficits of this
magnitude is not an option., Foreign banks are unlikely to help in view of the
country's unpald debt and the region's political ilnstability. Domestic
borrowing cannot substitute for foreign borrowing to meet foreign exchange
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requirements, Moreover, domestic borrowing from the banking system to meet
domestic budget requirements would add to a stock of monetary assets that is
already far in excess of the amount consistent with containing pressure on
prices and the import bill., The issues to be resclved in negotiating a new
Stand-by are the size of the fiscal deficit, the monetary overhang created by
bank financing of past fiscal deficits, and the use of import restrictions in
lieu of exchange rate adjustment to contain the balance of payments
gituation. Resolving these issues will undoubtedly require stringent limits
on overall credit creation, the budget deficit, and credit to the public
sector, Some action on the exchange rate will also be needed,

The successful conclusion of a new IMF agreement will be difficult, The lack
of compliance with the past two agreements has made the Fund wary of the
Honduran government's willingness and ability to successfully implement a
rigorous stabilization program. Past drawings on IMF resources have placed
IMF holdings of Lempiras well above 400% of Honduras' IMF quota, thus limiting
the amount that the GOH could draw under a new agreement. Public reaction to
strenuous ad justment measures in other Latin American countries has heightened
concern within the governing Liberal Party that major policy reforms will lead
to its defeat in the 1985 Presidential elections. The Suazo Administration’'s
lack of internal policy concensus on economic policy, particularly on the
exchange rate issue, may also make reaching an agreement difficult,

2, Strategy

To assist Honduras in adopting and implementing a stabilization program which
will lay the basis for achleving self-sustaining economic gro-th, the Mission,
through the Joint Economic Working Group (JEWG), will continue to help the GOH
to develop an appropriate set of macroeconomic policies., The JEWG is
evaluating different combinations of fiscal measures, noun-bank deficit
financing, and more flexible foreign exchange regulations. The design of a
preliminary adjustwent program is nearing completion, and its approval and
initial steps towards its implementation are expected shortly. At present,
the plan calls for a combination of tax increascvs, better control of spending,
and a reduction of the money supply through increased bank reserve
requirements, The Mission expects the measures adopted to be sufficient to
allow some of the ESF funds now obligated to be disbursed, and to provide a
basis for obligating the ESF funds included in our FY 1984 0OYB, The measures
should also facilitate negotlation of a new Stand-by Arrangement with the IMF
during mid-1984, If an IMF agreement is reached, AID will support its
implementation by providing continued technical assistance and ESF balance of
payments support linked to progress in implementing the agreement and
accomplishing specific reforms. Once the Fund agreement is in place, the GOH
will concentrate on completing negotiations with the IBRD for a Structural

Ad justment Loan of between 340 and $50 million. Preaumably, this will require
policy reforms in the industrial development, external debt management, and
~public sector investment areas, inter alia, As ian the case of the Fund
agreement, the implementation of reforms adopted by the GOH would be supported
by ESF balance of payments assistance,.
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Although we believe that agreement on a new Stand-by will eventually be
reached, it 18 possible that negotiations will not be concluded soon. Also,
it is possible that, if the agreements are reached, the GOH for one reason or
another, may fail to fully implement them. Finally, it is also possible that,
despite full compliance by the GOH, the tandem objectives of stabilizing the
economy, and laying the bases for a resurgence in long-term growth may not be
realized. Several options will be held open for dealing with these possible
outcomes, If the GOH fails to reach agreement with the IMF on a new Stand-by,
and/or with the IBRD on a Structural Adjustment Loan, the Mission will
continue to work with the GOH on development of a stabilization program, If
an acceptable program is not reached, or if the program agreed to with AID,
the IMF, and the IBRD goes badly out of kilter and efforts to develop a new
one hold little promise of success, some or all of the ESF funds planned for
balance of payments support may be projectized or linked to specific policy
reforms in sectors where AID is supporting long-term development efforts, In
the early years of the CDSS period, projectized ESF would be used to support
the "first offensive against unemployment."” Sectoral pollcy agendas are
discussed In the context of each sectoral development strategy, which is part
of the long-~term development program.

3, "First Offensive” against Unemployment

The "first offensive™ will be aimed at reducing the social problems building
in the country's primary and secondary cities. Up to 40,000 person years of
employment would be generated from 1985 through 1987, This would amount to
one person year of employment for every six presently unemployed labor force
members, Water systems and home connections, electric energy distribution
systems and service drops, and other urban infrastructure lmprovements in
marginal communities of Honduras' major cities would be constructed, The
program would be negotiated with the Ministry of Finance, and, assuming
agreement is reached, the improvements would be carried out by the Autonomous
Water and Sewer Authority, the Electric Energy Company, the Ministry of Public
Works, and the Autonomous Municipal Bank. They would be selected on the basis
of criteria which emphasize high labor intemsivity in the construction
process, highest financlal return (i1f they generate revenues), greatest
utilization of domestically produced materials, and reasonable geographical
distribution in relation to perceived unemployment levels, Design and
construction would be carried out to the maximum degree feasible through
individual contractors and private construction firme, The comnstruction
industry is now operating at about one-third of capacity and could quickly
take on the additional work, 1In addition, an effort will be made to attract
some of the unemployed into reforestation and water conservation efforts in
rural areas through a California Conservation Corps-type program. The Mission
anticipates financing the "first offensive” with a combination of ESF, to the
extent that imported goods and technical services are needed to carry out the
improvements, with the bulk of the financing coming from local currency
generations., However, if ESF funds are not disbursed in support of an
economic stabilization program, the "first offensive” would be wholly financed

with ESF through project assistance,
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C. Long-term Development Program

1. oOverview

Short-term unemployment abatement must be replaced by increased permanent
enployment and improved equity over the CDSS period. Employment is the sine
qua non for individuals to have a sense of self worth and for the maintenance
of social harmony, To develop full-time employment for 904 of the expected
labor force in 1990, approximately 400,000 new jobs would be needed - roughly
a 40% increase 1n total employment over 1983, Given the situation in the
region, Honduras would do well to maintain its present level of 20%
unenployment over the CDSS period, This will require creation of
approximately 250,000 new jobs., The Mission believes this goal is more
realistic and could be achieved. Reaching even this goal will require a gross
investment of over $1.5 billion in productive activities over the CDSS
period. On an annual basis, this would require an investment rate about 25%
higher than the 1983 level,

The programs proposed in this CDSS may create as many as 50,000 jobs. The
remainder will have to be generated from private domestic and foreign
investment, Perhaps as much as half of the $1.5 billion of investment needed
will have to come from direct and guaranteed USG resources, These resources
would come through institutions such as Eximbank, OPIC, CCC, CABEI, and the
Trade Credit Insurance Program., The NBCCA recommended the expanded
availability in QPIC insurance, and the formation of a privately owned venture
capital company for Central America. Implementation of these recommendations
are cruclal to achievement of the employment goal, They have the Mission's
full support, and we are willing to use ESF resources to support the Trade
Credit Insurance Program, 1f necessary.

With its present limited domestic market and resources, Honduras' long-term
growth depends in good measure on its ability to increase its exports and
apply its capital inflows to modernizing production operations and making them
more efficient., Agriculture and non-agricultural private sector production
are the areas in which the greatest growth and employment gains can be
expected, Efforts ailmed at increasing production and employment will be
concentrated in these areas during the CDSS period. These efforts will be
complemented by programs in education, and health and famiiy planning which
will increase living standards, equity, and the ability of the labor force to
contribute to achieving and maintailning increased production levels. Improved
family planning services will also help .to reduce the investment needed in
productive activities in future years by eventually lowering the number of new
labor force intrants. Production of an increased number of standard housing
units will both provide additional employment and improve family health
standards, further complementing progress in the other sectors. The sum of
the proposed efforts in these five priority areas copstitutes a major push for
employment and equity,
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2. Private Sector Production

The Misslon's CBI Implementation Plan analyzed the possibilities for
increasing private sector production, and concluded that the export and small
business areas held high potential for increasing production and employment.

a. Structure of Export and Small Business Operations

Honduras' principal exports - bananas, coffee, lumber, meat, sugar, shrimp and
lobster, and mineral ores - are commodities which are sold mainly outside the
Central American Common Market (CACM), These traditional exports account for
about 77% of export earnings. Marketing of these exports 1s controlled by a
relative handful of domestic firms and three U.S. transmationals, which export
bananas and mineral ores. Over the years, Honduras' producers and marketers
have found that producing and selling commodities is more profitable than
investing in processing facilities,

Manufactures account for less than 15% of total exports. Manufactured exports
are almost all sold in the Central American Common Market (CACM). The
producers of manufactured exports have become wealthy under a protectionist
mantle they will not willingly relinquish. Many of their exports would not be
produced today had hat mantle not existed. There are strong business and
personal ties between the country's largest industrial firms and the largest
banks, and industrial investments tend to be tightly held among a relatively
small group of investors.

The structure described above accounts for a sizable share of the country's
production and the bulk of its exports. However, most Honduran businesses are
neither exporters of traditional products nor large Iindustrial firms. Over
95% are small-scale operations, most of which produce for the domestic

market, Small enterprises use caplital and credit relatively efficiently, and
they are the major employera of workers with minimal formal education and
training. They provide essential services to our target group in both urban
and rural areas. In general, potential new exporters lack an understanding of
international markets and international trade practices. Furthermore, the GOH
does not provide the right kind of incentives to induce them to risk their
capital in export operations. Both exporters and small producers lack access
to credit sources, and have a limited understanding of administration,
marketing, finance, and appropriate productive technologies.

b. Export Development Strategy

To achieve a major increase in exports to outside the CACM, & transformation
of the country's productive apparatus will have to take place, First, an
export mentality must be created in both the public and private sectors.
Second, a policy environment must be created which favors export development
and helps the private sector to take advantage of that climate immediately and
over the longer run. Among necessary pollcy changes are improved incentives
for investment in export production operations, enabling legislation for
private free zones, elimination of bonding requirements for drawback
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industries, an expedited process for opening businesses, and a reduction of
red tape for normal exporting transactions. Third, the private sector's
capability to identify and analyze potential market opportunities, and 1iak up
with outgside firms in new productive and marketing arrangements, must be
developed, Finally, services, such as financing, transportation, and skills
and mapnagement training, must be made more accessible to exporters and their
costs must be lowered,

With AID assistance, the Hondiiran private sector has recently created two new
organizations -~ the Entreprencurial Research and Development Foundation (FIDE)
and the Agricultural Exporters Federation (FEDPROEXAH) - to assist individual
entrepreneurs and producers' assoclations to analyze and exploit new export
markets, They will be helped in their endeavours through a five year Export
Development and Services Project (522-0207), which 18 planned for
authorization in FY 1984, The non-traditional exports developed through the
Project mainly will consist of fresh and processed agricultural and seafood
products, furniture and other secondary wood products, clothing, and assembly
of electronic goods. These efforts will be directly supported by the many CBI
activities sponsored by the Department of Commerce, AID and other actors in
the CBI process. Non-traditional exports will be increased from a 1982 level
of about $130 million to $300 million per year by 1989, and about 20,000 new
jobs, or 8% of the goal, will be created directly and indirectly through the
project, Local currency generations will he made available for credit as
needed to ensure that achievement of the employment and export sales goals is
not frustrated by a lack of domestic commercial credit, Depending on progress
and market conditions, initiation of a second export project late in the CDSS
period may be needed,

¢. Small Business Development Strategy

The Mission's strategy for assisting small-scale enterprises will be to
progressively open financial and technical assistance channels to smaller and
smaller businesses, starting with those firms which, while coumercially
viable, are unable to increase production due to limited technical or
management knowledge and experience, and lack of access to adequate

financing., Our efforts to develop more accessible sources of financial and
technical assistance for small businesses will begin with the FY 1984 Small
Business Development Project (522~0205), which is now authorized. A new small
business—-oriented finance company and a PVQO-based technical assistance system
for small businesses will be developed through this project. The credit
resources will come from local currency generations, and the technical
assistance system will be developed with DA funds and financed with the
interest rate differential on the credit funds. It is expected that about
1,000 jobs will be created through the project by 1987. Additional assistance
for small businesses, especially those located in rural areas, will become
available through the Alternative Credit Channels Project described in the
Agricultural Sector Strategy. Those small businesses which are interested in
and capable of entering export markets also will be assisted through the
Export Development and Services Project,
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3. Agriculture and Rural Development

a, Agricultural Sector Structure

There are approximately 450,000 families living in rural areas, of which
approximately 300,000 derive their incomes primarily from agricultural
production., Over 60%Z of the economically active population is employed in
agricultural and mining. Approximately 30 of the GDP is directly
attributable to agriculture, Agriculture has provided and will provide a
living, however meager, for the majority of the rural poor in Honduras.

Agricultural production in Honduras is characterized by low productivity,
stagnant production of basic grailns, and a narrow export commodity base highly
dependent upon the vagaries of the international market, Over the past few
years, weak demand and prices for the principal export crops, coupled with
increased input costs and natural disasters, have reduced both foreign
exchange earnings and net farm incomes. Declining per capita production of
baslc grains (except for rice) appears to be due to a combination of high
productlion costs, rainfall variaticns, plant diseases and pests, income and
marketing constraints, and possibly a higher percentage of marketable
production due to to Improved post-harvest handling. Crop production is
difficult and depen..: largely on highly fluctuating rainfall and natural
control of pests and diseases. 1In the case of livestock, low nutritional
intake levels during dry periods depress birth rates, milk production and
welght gain,

There are several major constrainte to increasing incomes from agriculture,
The structure of land tenancy and lack of a land market have led to high
concentrations of farm families in areas of low land quality. Only a third of
the land suitable for annual and perennial crops is used for that purpose.
About 25% of rural residents are landless or nearly so, and two-thirds of farm
units are 3.5 hectares or less, which 18 an uneconomical size for production
of many crops. Lack of access to, and tenure on, good quality land is a major
constraint to increasing income for most farmers,

Production and technology levels are low, and marketing systems poorly
developed, The use of Improved seed, fertilizers, approprilate farming
practices, and farm machinery is minimal. Indicators of technology intensity
are among the lowest in Central America. The limited technical knowledge and
organizational and managerial skills of agricultural producers are a strong
constraint to improving production efficiency. Low membership levels in
poorly managed farmer organizations and agricultural cooperatives have limited
the effectiveness of these organizations, which have made large investments in
input, c¢redit and marketing operations. Although some 14Z% of peasants have
ebtained land through the agrarian reform program, assistance in making that
land productive has not been provided to most of them.

Both input and product marketing structures, except for traditional export
crops, are poorly developed, and transportation is often erratic and
expensive. The country has limited processing capability and, despite
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improvements over the last few years, post-harvest losses are still too high,
Honduras' potential for rapidly increasing non-traditional exports is
constrained by the complexity of the export development process, and the fact
that the Honduran private sector has not been particularly aggressive about
exporting.

Access to credit is also a major constraint to agricultural sector

development. It 18 estimated that only 10% of the country's farmers regularly
obtain credit from commercial banks and the National Agricultural Development
Bank (BANADESA). The lack of land titles and mortgageable assets hampers

small farmers' abilities to secure credit and invest in on-farm

infrastructure, In real terms, credit supplied to the agricultural sector
declined steadily from 1979 through 1982, and has only recently turned

upward. Present real leveis are now approximately what they were a decade ago.

While some investment has been made in productive infrastructure such as
roads, drainage, flood control, irrigation, and soil and water conservation,
and in providing access to, enhancing and protecting the land resource base,
it has not been enough., The lack of infrastructure is also a major constraint
to development of the sector.

There are a number of reasons why continued efforts should be made to overcome
these constraints and attempt to raise incomes among the large number of low
Income families who depend on agriculture for a living. First, the GOH has
adopted and maintained a generally favorable policy framework toward the
sector based primarily oan private initiative and market prices. Second,
sufficient productive land 1s available. Third, the recent pa sage of the CBI
legislation has opened a number of important market opportunities. Fourth, it
has been demonstrated that productivity can be rapidly increased for many
products when the required input financing, training and market accesas are
provided to farmers, Finally, farmers have shown that they can maintain and
enhance the productive capability of their land through proper farming
methods, and are quick to do so when shown appropriate land use technologies.

b, Agricultural Development Strategy

Due to the high percentage of Hondurans who derive their income from
agriculture and the country's large potential as an agricultural producer, a
high percentage of AID's long-term development program has been and will
continue to be concentrated on improving the functioning of the sector, Our
target group Includes traditional subsistence farmers, small- and medium-sized
commercial operators, and the landless, The strategy will be to help the
commerclally oriented farmers move progressively into higher value crops for
domestic and export markets and processors, This should increase labor demand
for the landless and create expanded market opportunities for traditiomal
farmers who produce basic grains.

The Mission i8 well positioned to assist Honduras in overcoming 1ts major
constraints In the agricultural sector. Over the iast few years, we have
jointly begun addressing each of them, and we are increasingly seeing signs of
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progress, We and the GOH have learned a lot In the process, and we intead to
apply our knowledge carefully to ensure continued and increasing target group
impact. The areas in which we are workimg, progress to date, and proposed
activities during the CDSS period are described below.

i, Land Access and Tenure

The GOH's principal tool for providing access to agricultural land over the
last twenty years has been the agrarian reform program. Some 42,000 families
have recelved land under the program and the Agrarian Reform Institute has
applications from many thousands uf additional families, 1In 1982, the Suazo
Administration, in a significant policy change, initiated, with AID
assistance, an effort to improve security of tenure on national lands, where
most of our target group lives. At the end of 1983, 8,000 of the country's
approximately 230,000 farm units had fee simple titles, and 4,500 of those
were issued during 1983 under the Small Farmer Titling Project (522-0173). 1In
1983, the GOH and AID agreed that another chanmnel for improving access to land
was needed, to provide an alternative to INA's expropriation and distribution
of land under the Agrarian Reform lLaw. A pllot project financed with loecal
currency generations was initiated to facllitate private purchases of
agricultural land by providing mortgage financing. Each of these programs
will help some perceitage of the target group to obtainm secure tenancy.
However, none of them is a sufficient answer to the problem and additicnal
effort is needed,

During the CDSS period, we will continue with the titling project, and finance
a follow-on effort, It 18 still too early to judge the results of the pilot
mortgage financing program, If the results justify a broader effort, we will
help the GOH to stimulate the private agricultural land market by increasing
mortgage financing through private channels, Finally, we will evaluate with
the Agrarian Reform Institute (INA) the feasibility of a homesteading program
to cover those cases that cannot be resolved through the other channels. If
feasible, AID support for implementation will be provided., INA will play a
major role in all of these programs except for private land sales. Its
administrative capability is heavily taxed with its present load and it needs
to lmprove its management procedures and organization. A top priority is
attending to the many pending applications for land under the Agrarian Reform
Law. INA is now beginning to reorganize itself based on recommendatioms from
an AID-financed study. We expect to continue to help INA improve its
institutional capability for the next few years.

ii. Technology, Marketing, and Production Assistance

The Mission's experience indicates that these comstraints are best addressed
on a product-specific basis, and that efforts are most succeasful when a
private producers' associlation plays the major role in providing assistance to
the producers, Efforts now underway to improve small farmer production of two
traditional export products - coffee and beef - through the Small Farmer
Coffee Improvement (522-0176) and Small Farmer Livestock (522~-0209) Projects,
Both of these products have reasonably stable, long—term marketing prospects,
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A crop diversification component will be added to the highly successful coffee
project early in the CDSS period. Both projects are long term efforts that
will continue throughout the CDSS period.

Honduras has a significant opportunity to increase its export earnings from a
third traditional product - lumber, At present, lumber is exported almost
exclusively by an autonomous GOH corporation — COHDEFOR. The Presidential
Agricultural Task Force recommended that marketing of lumber be returned to
the private sector and that COHDEFOR concentrate on regulation of the lumber
industry and long-range forest management, We will purgue the twin objectives
of increasing the country's income from lumber sales and establishing more
appropriate roles for the public and private sectors through a Forestry
Development Project planned for initiation in FY 1985, The project will focus
on implementing specific policy changes recommended by the Fresidential
Agricultural Task Force, and putting a management plan into effect in a major
forest district.

During the CDSS perilod we plan to expand the product—specific, private sector
led approach and apply it to export of non-traditiomal agricultural products,
This will require a highly speclalized and intensive effort to improve the
capability of small landholders and private firms in the production,
marketing, and processing of a small number of carefully selected commodities
with good marketing prospects. The effort will be carried out through private
producers' associations and a private agricultural research institute whose
principal focus will be on non-traditional commodities. AID assistance will
be provided through the Export Development and Services Proisct mentiocned
above and an Agricultural Resecarch Project (522-0249), both « = which are
planned for authorization in FY 1984, These projecta call for major inputs
from U.S. PVO's, business firms and individuals, especially in the technology
transfer, marketing, and research areas, It is the right time to initiate a
program to increase non-traditional agricultural exports, as Honduras' recent
designation as a CBI beneficiary country has greatly increased their potential
profitability, and strong UI.S. and third country buyer and investor interest
is already apparent,

While our main focus during the CDSS period will be on exports, we will
continue to help small farmers who produce mainly for the domestic market in
order to achieve minimum food security for as many low income families in the
sector as possible., Appropriate production technologies, improved farming
practices, and land conservation techniques are now being introduced to small
farmers through the Rural Technologles (522-0157) and Natural Resources
Management (522-0168) Projects. The benefitting farmera produce mainly for
domestic consumption, although a few export crops are being produced on a
small scale through the Rural Technologles Project. After slow starts,
implementation of both projects is proceeding well, and they are having a very
positive effect on the incomes of benefitting small farmers. They will
continue well into the CDSS period, and follow-on projects are planned. The
research institute mentioned above will. carry cut some research on basic
grains and an improved technology transfer syatem will be developed to further
enhance the effectiveness of both of the above projects, Finally, to ensure



- 18 -

that income gains are not diminished by temporary overproduction or low
prices, we will continue to finance technical assistance to the GOH's Grains
Marketing Institute (IHMA) to help it improve its marketing policies and
operations, and initiate an effort to improve the highly inefficient domestic
food marketing system during the CDSS period,

ili. Credit

At present, the credit constraint is being addressed through resource
transfers and technical assistance aimed at strengthening non-bank
institutions that could play a stronger role in making credit accessible to
the target group. Credit 1s being provided to small farmers with local
currency generations through model cooperatives under the Agricultural Sector
11 Project (522-0150), and to small coffee producers (Small Farmer Coffee
Improvement, 522-0176) through private banks and the National Agricultural
Development Bank (BANADESA). The capability of the regional cooperatives to
serve as credit channels 1s being strengthened under the ANACH Consolidation
OPG (522-~0203), and the rural credit union system is being improved through an
OPG to the Federation of Credit Unions (522-0177). However, these programs
are very limited in scale., Even taking into account the credit provided by
BANADESA with its own and IFI resources, not more than 10%Z of our target group
has regular access .y credit.

A large increase in credit resources will be needed to increase small farm
production efficiency and reach the increased income goal by 1990. BANADESA
will provide some of it with rescurces it expects to obtain from the IDB and
the World Bank. However, BANADESA has recently stiffened 1ts lending
criteria, and will probably continue to do so to ensure its financial
viability. It is likely to continue to be an inaccessible lending source for
most of the target group. We wlll attempt to develop several accessible
sources thtrough an Alternative Credit Channels Project planned for
authorization in FY 1985. The project will attempt to reach small
agricultural producers and rural businesses through a variety of non-bank
financial institutions and PV0O's. These will include PV0O's with successful
credit management experience, those credit unions and regional cooperatives
that are both market—oriented and well managed, and new finance companiles.
AID resources will finance technical assistance aimed at strengthening the
management and technical assistance delivery capability of these
institutions. Credit resources will come from both ESF and PL-480 local
currency generations. Specizl emphasis will be placed on continuing to help
the ANACH regional cooperatives and the model cooperatives to become strong,
well managed, multi-purpose service organizations, The alternative channels
would also provide agricultural land mortgage financing to lncrease access to

land,

iv., Productive Infrastructure

Productive infrastructure and market access are being Improved under several
ongoling projects, Roads are being built and upgraded under the Rural Trails
and Access Roads Project (522-0164), local markets and slaughterhouses have
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been developed under the concluding Municipal Development Project (522-0163),
and irrigation systems are being developed through the Water Resources
Activity of the PL-~480 Title I/III program.

During the CDSS period, we will target our investments in rural infrastructure
to those elements necessary to support the above productive activities. The
roads project is being successful in integrating large numbers of small
farmers into the market economy, and a follow-on project will be needed during
the CDSS perfod. A major project to development small-scale irrigation
systems will be Iinitlated as scon as obligation of new funds is warranted
based on the results of the present PL-480 Title I1II activity. This may take
place as early as 1985. A rural electificatiom project is planned to provide
energy to those areas where agricultural and agro-industrial development is
constrained by lack of electricity, and low financial returns require highly
concessional financing.

v. Human Resources

The human rescurces base for managing the sector's public institutions has
been improved through the Agricultural Sector 1I Project (522-0150). The
major human resources development activity under that project has been
development of the National University's Atlantic Coast campus (CURLA) as an
agricultural univergity. Basic facilities and U.S. training of 240
instructors will be completed within the next year. However, continued
efforts will be needed to establish a standard of excellence in utilfizing the
human and physical infrastructure developed to date. This can best be
accomplished by the involvement of U.S. universities in staff development and
teaching. To ensure maximum benefit to the country, the present open
admissions policy and student influence over university decisions would have
to be curtailed, so that attention could be concentrated on achleving academic
excellence and training the most capable and serious students. The link to
.8, uvniversities and the policy objectives will be pursued through a planned
FY 1985 Agricultural Education Project. An attempt will also be made to link
the agricultural research foundation with CURLA and other agricultural
education programs In Honduras,

vi. Development Chamnels

The ongoing projects have beer started at different times, are being carried
out at preseat in different areas of the country by different public and
private institutions, and are benefitting different members of our target
group, The GOH is the principal immediate recipient of assistance for the
sector, and will continue in this role for some time. However, some 15 PVO's
ar= either direct recipients of AID funds and/or are implementing activities
financed under one or more bilateral projects. They act as the glue that
binds the diverse ongoing efforts together at the local level and ensures that
the assistance gets to the target group in a coordinated fashion. During the
CDSS period, private businesses, including cooperatives, and PY0's will play
an increasing role in implementing AID—financed programs. These organizations
are best equipped to expand successful programs, Integrate them with new
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efforts, and maximize their benefits to the target group. At present, the PVO
and cooperative structures are not broad or strong enough to carry this load.
They will be strengthened during the CDSS perlod (see Section IV. C).

vii, Development Policies

Improved policies are needed Lo ensure the success of specific programs and
the strategy as a whole, The legal basis for defining riparian rights and
providing incentives for the establishment of private irrigation systems needs
£o be developed. Articles in the forestry laws which have caused massive
disinvestment in the sector over the last 10 years need to be modified., The
Forestry Corporation needs to shift its focus from state control of marketing
ro regulation of the forestry uector. The opening cf Central Bank discount
facilities to responsible non-bank lenders, where such lenders accept a
reasonable degree of regulation from the Central Bank, would help to achieve
broader target group access to credit. As well, specific regulations and
policies which limit the recoverability of loans to small agricultural sector
enterprises need to be changed, Legislation to allow for bonded warehouses
and enforceable crop liens is needed. Finally, rationalizatioa of basic
grains support pricing is needed to minimize the cost of the system to the
state and improve market functioning. These points make up our agricultural
pirrricy agenda with the GOH. Asslistance to the GOH in analyzing them and other
nzaded reforams will be provided through a Policy Analysis/Technical Support
Prodect starting in FY 1984 or FY 1985. Necessary changes 1In government
policies which serve as disincentives to productlon and investment will be
add-essed, as appropriate, tihrough linkage to balance of payments support and
developmentc projects.

viii. Expected Results

This strategy fully responds to the NBCCA's recommendations to accelerate
agricultural development, broaden land ownership, provide financial resources
to supplement credit and invescment programs, and increase economic support
for cooperatives. With the proposed policy reforms and implementation of the
ahuve projects, we expect the following changea to take place by the end of
i78i, OQver one third of all small farms im the country will have fee simple
tr'lca, and the institutional base for completing the title issuance process
by the year 2000 will be in place. Smali farmers with access to land will
rise from 753% at present to over 854. Credit will be accessible to at least
25% of the country's small farmers through banks and non~bank financial
institutions. Improvement in basic grains farming techniques will have been
varried out through dissemination of appropriate techologies and farming
methods, About $100 million per year of the $170 million per year target for
addirional exports will be non-traditional agricultural products, and
commercially oriented small landholders will be achleving a great share of
that market. The efficiency of domestic production and marketing will have
been increagsed, with traditional small farmers achieving some of the resulting
income gains. Total net farm income will be at least $40 million higher in
1990 - an average increase of $175 per farm umnit over the 1980 level of $765.
Small landholders will increase their incomes from a 1980 level of $200 to an
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average of $245 in real terms. Even with the anticipated progress in
increasiag smallholder incomes, a large number of families will not reach the
level needed to provide minimum food security during the CDSS period.
Donations of PL-480 Title II at approximately present levels will continue to

be necessary for the nutrionally wmost-at-risk population, Occasional
extraordinary Title II contributions may be needed when emergency situations,
such as crop failures or natural disasters, occur,

4., FEducation and Skills Trainigg

a. Status

The Honduran education system is not bullding the human resource base needed
to increase the productivity of the labor force and provide a reasonable
return on the country's sizable investments in its educational institutions.
It is weak from top to bottom. The public education system is beset by the
rapid expansion of the school age population; perennially short of resources;
lacking policy orientation; weak in planning; short of adequately trained
teachers, administrators, textbooks and materials; and constantly under
pressure from highly political teachers' unions., Some 872 of primary school
age children are eanrolled, and 30X of secondary school age children. About 5%
of people in the 20 to 29 year age group attend a domestic university.
(Overall, of 100 first grade entranta, 28 finish the sixth grade, 14 finish
secondary school (one third of secondary students go to private schools), and
one obtains a university degree.

The average educatlional attainment is under two years in rural areas where,
because of drop-out and repeater rates, it takes 18-19 years of classrooom
time to produce one sixth grade graduate. Rural areas have 65X of the primary
scheol-aged population and an enrollment of 80%. By comparison, enrollment in
urban areas is 97% of school age children. Of the country's 5,035 public
schools in rural areas, less than half offer six grades. Approximately 85% of
urban and 25% of rural classrooms have some basic texts on hand, but many of
them are worn out while others are simply not used because teachers continue
to use traditional blackboard and rote memory exercises.

koun—-formal education services are not filling the gaps left by the formal
education system, Adult literacy in rural areas is low and had been neglected
until the recent inauguration of a rural adult literacy campaign by the
Ministry of Education, Jwo recent studies of Hondurap enterprises show that
iack of management and skills training is a major constraint to the improved
efficiency of private productive activities, and the effectiveness of public
znd private skills and wanagement training programs is limited by poor quality
instruction and lack of relevance of their programs to the productive
technologies used by Honduran firms,

b. Strategy
Improving rural primary education has been a major GOH objective over the last

30 vears, and the Mission's top human resources priority Im recent years.
Primary education is so basic to improved living standards for the poor that
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efforts to improve it must continue in spite of budgetary and other problems.
And progress has been made. Primary school enrvllsent increased from 51 in
1961 to the present 871 level. AlID played a rele in this success through
several classroom construction and teacher traising projects in the 70°'s.

During the CDSS period, USAID/H will assist the Ministry of Education to come
ag close as possible to universal enrollment of primary school-aged children.
The NBCCA noted that providing universal access to primary education is a
realistic objective for the 1980's for the Central American countries. To
reach the target of 93% enrollment by 1990 and simultaneously improve quality,
the following will be needed: nearly universal access Lo six years of
education and an overall enrollment of 85X In rural areas; acceleration of the
certification of the remaining uncertified teachers; printing and distribution
of books and other instructional materials to all public primary schools; and
continued improvemeat in the Miniatry's administrative, data gathering,
planning, and resource allocation methods.

AID assistance is already being provided to address some of these needs.
Construction, repair, and maintenance of rural classrooms, and in-service
teachier training are belng carried out under the Rural Primary Education
Project (522-0167) - the only active, donor-supported, rural school
construction program in Honduras. PV0-adainistered community feeding
programs, using PL-480 Title 1I commodities are improving nutritiom of the
school aged population, and are being used as a means of lmproving nutrition
curricula for rural schools. The lack of books and educational materials in
rural achools continues to retard efforts to improve educational quality. A
recent World Bank study showed that the degree of literacy and numeracy
attained through public education systems correlates closely with the
availability of textbooks sud educational materials. Starting in FY 1985, we
plan to provide financing for a major textbook production and distribution
program, and teacher orientation in the use of the texts,

The enrollment and quality improvement targets are achievable. The Mission
estimates that $25 million for about 5,500 classrooms, $30 million for texts,
%5 million for teacher training, and $5 million for administrative
imprevements would do it, Of this $65 million needed during the next six
yerrs, we plan to provide up to 350 million., The remainder, wainly for
classroom construction, will require other donmor support. The Mission will
encourage the other donors, especially the IDB, to help complete the job.

We recognize that the recurrent costs of reaching the goal will be high.
fudget Increases of 10% or more a year may be needed. The possibility of
resolving the recurrent cost problem may well depend on the outcome of our
ongoing dialogue with the Ministry of Education regarding GOH policy on
relative per student expenditures for primary, secondary, and university
education. At present, the GOH spends on university level instruction more
than ten times what it spends per student year on primary school education.
University students, most of whom work full time, pay only minor registratiom
fees. Other alternatives, e.g., community contributiens for rural teachers’
salaries and school maintenance, and minimum charges for textbocks and
materials, will also be examined in detail.
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As reaching the goal of near universal primary education grows closer, a major
bottleneck is starting to build at the secondary school entry level. 1Ia early
1984, there was a near riot in Tegucigalpa as parents desperate to get their
children registered for secondary programs flooded the schools and the
Ministry of Education. Many were turned away by the schools for lack of
space. It is both a political and an educational imperative that access to
secondary education be iwmproved. The GOH is increasingly facing a situation
where it will have to accept full responsibility for providing public
secondary education. The Mission will encourage the other IFI's to finance
improvement of the secondary education system. However, absent such
assistance, the Mission would propose AID funding for a secondary education
improvement program near the end of the CDSS period.

Success in reaching employment objectives will depend in part om a better
trained work force. Am improved in—country capacity to provide modera
management and skills development will be developed through two OPG's that
will be authorized in FY 1984. Under one, the American Management Association
{AMA) will become affiliated with a Honduran PVQ - the Assoclated Managers and
Eatrepreneurs of Honduras (GEMAH) - and Introduce AMA's excellent wanagement
development program into the country, Under the other, an effort will be made
to introduce skills certification procedures for blue collar workers, and to
initiate skills training programs in private companies under the auspices of a
recently created Advisory Council on Human Resources Development (CADERH).
These programs will be expanded throughout the CDSS period as needed to
further facilitate reaching our employment goals.

The above projects will mainly improve the training of the managers and
workers who are presently employed or who find employment during the CDSS
period., More emphasis is needed on building for the future., The Mission will
explore with the San Pedro Sula (SPS) University, a small and struggling
private college in the country's industrial capital, the possibility of
developing a joint program with a major U.S, university. This will provide a
political counterweight to the traditionally leftist dominated National
University as well as a quality center of learning in the dynamic north
coast. The curricular emphasis would be in the skills areas most needed for
improving Honduras' competitiveness in world markets: management, finance,
iszernational marketing, business law, and the physical and agricultural
sciences, The U.S. university couid also act as a "brain trust” for Honduran
industry through consulting work and research, I1f an agreement is reached,
the Mission would assist the SPS University with developwment of its
curriculum, teaching staff, and physical plant. USIS supports this coaocept
and could provide US professors and training for staff development.

The Ministry's present modest effort in adult literacy will continue to be
implemented. Tha Migsion expects the scope of that effort tc be enlarged with
the assistance recoumended by the NBCCA, and may contribute some local
currency generations to support the program.
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5. Bealth and Family Plannoing

a. Health
i. Status

Poor health status continues to limit the productivity and earmings of our
target group, and lessen their general well-being. Hondurans suffer from the
same health problems prevalent throughout the developing world. However,
conditions here are worse than in almost all other Latin American countries.
Malnutrition i3 estimated to affect 702 of the population. Diarrhea is the
number one cause of morbidity in all ages, and of infant mortality.
Respiratory and vector—borne diseases, malaria Im particular, are also
principal causes of morbidity. These factors and others have resulted in an
infant mortality rate of B7 per 1,000 live births and a life of expectancy of
57 years,

Unhygienic envirommental conditions and poverty complicate the ability of
Honduras to respond to its health problems. Although gains have been made in
the installation of drinking water systems im both rural and urban areas,
better than 45Z of the people, almost all of them in our target group, stiil
4o mot have reasonable access to potable water. As a result, active disease
transmission persists, despite the Minlistry of Health's (MOH) immunization and
vector control programs, Preventable health probleas become chronic because
of unsanitary home environments, limlited access to health care, lack of health
education, and lack of the knowledge and funds needed to improve them.

To address these problems, the MOH has established a pyramidal health care
system with a large number of volunteer community health workers and auxiliary
nurses at the base, and a few well-equipped hospitals at the top. AID has
supported MOH programs to improve community level care starting in the
1870's. 1Irn 1980, the GOH, with AID support, initilated efforts to improve
health system planning and management and rural water and samitation
conditions. As well, appropriate technologies, such as Oral Rehydration
Tharapy (ORT), vector control, and expanded immunization have since been
adopted by the MOH. The IDB has assisted the MOH to strengthen its curative,
hospital-based health system, and the number of hospitals and hospital beds
has dramatically increased over the last decade. As a result of these
efforts, about 60% of all Hondurans now have reasonable access to basic
medical attention,

ii. Health Strategy

In the mid 1970's, the Miesion was Instrumeantal in obtaining a major policy
change which led to a significant shift in emphasis from hospital-based
curative care towards preventive medicine and practice. When the Ministry of
Health (MOH) adopted the policy of concentrating on primary health care, AID
agreed to support it as the most cost-effective way for a government with
limited financial resources to provide health care for the country’s poor. We
have the policy we want, and it requires couatinued support if it is to achieve




- 25 -

its objective. Our strategy is to strengthen the imstitutional capacity of
the MOH to enmable it to provide more effective primary care to the people it
is now serving, and then expand the base of the health pyramid to serve a
greater percentage of the country's population. This strategy will be
supported by coantinuing and 2xpanding present efforts to provide safe drinking
water to the target group and thereby both lessen the need for more expensive
curative care interventions and wmake primary care efforts more effective., 1t
will be complemented by further research into the nutrition sftuation leading
te the development of a comprehensive nutrition strategy. Projects in the
health, agriculture, and education sectors will be modified to take into
account the results of this research.

The MOH's strategy is basically sound, and is now belng supported by two major
AID-funded programs - Health Sector I (522~0153) and Rural Water and
Sanitation (522-0164). Under Health Sector I, we are concentratimg on
improving the MOH's management and support system — the weak point in its
efforts to get the broad, community-based, primary care system now in place to
provide more effective health care. The system is being improved through a

ma jor technical assistance program in areas such as management, planning,
maintenance, logistlics, supervision and continuing education. We will also
support a major expansion of the use of the highly successful ORT throughout
thie country. Through FY 1986, these efforts will be funded under the ongoing
Health Sector I (HSI) program, which is currently being redesigned to expand
some activities and introduce new ones, such as nutrition surveillance and
treatment for acute respiratory infections. Others now completed or found to
b= less critical will be dropped.

Starting in FY 1987, we will assist the MOH to further strengthen its ability
to manage health services and provide for increased rural coverage under
Health Sector II. We expect the initiation of this program to coincide with a
GUH decision to charge a minimal amount for consultations and for low-cost
drugs through the MOH and/or local retail stores. Experimentation with
diverse payment schemes for drugs is now ongoing is several areas, Finally,
in order to meet the needs of urban workers and reduce dependency on high-cost
nospltal services, the availability of clinic-based services in marginal urban
aveas will be increased through the use of local currency generations starting
in FY 1985, The MOH's efforts, with AID and other donor support, should
enable the GOH to provide primary care to 75% of the country's population by
1490, These programs respond directly to recommendations of the NBCCA to
expand technical assistance programs, eradicate vector-borne diseases, and
train primary health care workers,.

Good progress is being made under the Rural Water and Sanitation Project in
installing simple gravity flow water systems in small rural communities.
Household sanitation is being improved through installation of water seal
iatrines or pit latrioes in conjunction with the rural water systems. Funding
wis recently added to this project, and it should be completed in FY 1987. . At
that time we expect to initiate a continuation program — Rural Water and
Sanitation I1., These efforts, plus those supported by other donors, are
giving Honduras a reasonable chance of achieving the target of 901 coverage

.
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for drinking water set at the beginning of the decade. AID must continue to
contribute to the achievement of that goal.

b. Famlly Planning_

ji. Status

High fertility, combined with declining wmortality rates, have produced a very
nigh population growth rate in Honduras. Between 1960 and 1982, the crude
birth rate fell by only four points, from 5171000 to 47/100. During the same
period, crude death rates fell from 20/1000 to 12/1000. Honduras' population
mere than doubled between 1955 and 1982, to an estimated 4.1 million. The
current rate of natural lncrease {s 3.4%. If that growth rate coutinues
unchecked, the population size will once again double, to 8.2 million, by 2000,

The estimated total fertility rate (IFR) per woman in Honduras averages 6.5
live births. As iIn most developing countries, rural women average twice as
many live births (8.2) as their urban counterparts (4.1). This high fertility
rate tas adverse effects on mother/child health. Many pregnancies occurring
clogely together weaken mothers physically to the point that future children
are themselves born at risk. Such high fertilitry translates Into a dependeancy
ratio of slightly less than 1:1; that is, for every person of economically

active age (15-64) there is slightly over one economic dependent. Given this
age siructure, overall population growth momentum will continue, even as

ferciiity rates declinme.

1= Mission estimates that approximately 166,000, or 31%, of the 535,000
narried women of reproductive age (MWRA), which includes unmarried women in
anion, are active contraceptlve users, A contraceptive prevalence survey
conducted in 1981 showed that 68% of the MWRA did not wish to have more
childran. Of these, 91% could name at least one modern contraceptive method,
and 27% were actively coantracepting. However, 24X did not know where to
obtain contraceptives., This large need for family planning services is
concentrated mainly in rural areas. The reasons for the presently low level
«f contracepting women are varied, and include reliiglous beliefs, lack of
kuowledge, and lack of reasonable access to services.

ii. Family Planning Strategy

Tu reach the goal of 45% contraceptive prevalence among the MWRA by 1990,
approximately 138,000 additional women will need to become continuing users,
0f these, some 36,000 can be expected to become users without any additional
program effert. Our target is to reach the remaining 102,000, which will
ragulre a new acceptor rate of 3.17 per year. The strategy for reaching this
target is to attack the supply side problems through an increased number of
contraceptive distribution and sales points, and improve management and
logistical capability of family planning service providers. These
improvements will be supported by targetted mass media campaiguns which
identify distributiom points. The yearly increase in the number of
contracepting women has been approximately 2.74 over the last few years. With
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the improved logistics and management of service providers and mass media
efforts, the Mission believes that this can be raised to the 3.1X yearly
increase required to achieve the goal.

Both private and public sector channels will be used, The Honduran Family
Planning Assoclation (ASHONPLAFA) will coatinue to be the major private
service delivery program, Specifically, programs in cosmunity-based
distribution, voluntary sterilizatiom, and contraceptive social marketing will
be strengthened administratively and expanded geographically to incorporate
iucreasing numbers of contraceptors. An average annual Increase of 101 in the
number of active ASHONPLAFA users of contraceptives is projected, The number
of community distribution points will increase from over 1,000 at preseat to
1,500 by 1990. Under the contraceptive social marketing program, four
contraceptives (two orals, condoms, and a vaginal foaming tablet) will be
compercialized at affordable prices in 600 retail outlets by the end of 1984,
The Mission will also seek to expand and develop service delivery through
other PV0O's, local associations, and private clinics and pharmacies through a
melti-~year umbrella OPG.

in the public sector, the MOH, with AID encouragement, receatly has made a

ma jor change in its policy regarding family planning. The MOH has decided to
take an active role in promoting family planning throughout the country
through its network of regional hospitals, health centers, and health posts.
Te support this basic policy change, the MOH has also authorized auxiliary
auizes o prescribe pllls and professjional nurses to insert IUD's. It has
reduced the age-parity requirements for voluntary sterilization. Furthermore,
- ig carrying out a major mass media campalgn to further the cause of family
planoning., Finally, the MOH has officially approved a family planning service

delivery program for 1983 to 1986, It plans to do periodic updates of the
el

fede
ry

41D has waited many years for the MOH to treat the family planning issue with
somathing more than benign neglect, and we have now have the policies we
#7rt, 1In support of those policies, AID will help strengthen the MOH's family
sianuing service system, The Ministry's expanded role in delivering family
plaaning commodities and services will place its already weak logistics
nlanning and executlion capability under further stress. Achlieving the goal
wil! depend in large measure on rapidly improving this capability. The
mission's on-going Health Sector 1 program is addressing this problem through
training of personnel, building the MOHK's logistics planning capability, and
constructing necessary warehouse space. In addition, the ability of the MOH
-t both the reglonal and central levels to better plan and coordinate its
ramily planning programs is belng strengthened through the sustained
application of operations research methodologies to this area. These efforts
will be expanded and continued under Health Sector II.

6. Labor-Intensive Housing and Infrastructure

a. Status

Honduran housing conditions are very poor. Approximately 75Z of the country's
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housing is considered substandard using GOH norms of physical condition and
overcrowding. Half of the capital city's 400,000 residents live in urban
glums, 40%4 lack piped water, 50 lack electricity, and 45X have mo sanitary
facilities, A similar situation is found in other population centers. TIn the
villages and hamlets where two thirds of the country's population and 80%i of
its poor live, housing conditions are worse, and access to water and
electricity is even more limited. About 50Z of rural homes have access to
potable water. However, only 10¥ have electricity and that percentage has not
improved significantly over the last decade. Despite the successful effort
now being made through the Rural Water and Sanitation Project, only about 30i
tn 40% of the rural population use basic samitation facilities, most of which
are slmple pit and water seal latrines.

us with most developing countries, Honduras is experiencing rapid
urbanization. The two largest citles are growing at a rate of 6% to 8% per
year. At current rates of growth, Tegucigalpa will reach almost a miilion
pecple by the year 2000 and San Pedro Sula will have over 800,000, Some
smaller cities are growing at even faster rates, The rapidly increasing urban
population is putting already deteriorated shelter and related imfrastructure
undar even more stress,

Tyo GOH institutions are addressing the housing problem - the Housing
Inscitute (INVA), and the National Housing Finance Agency (FINAVI). After
nany vears of inadequate performance, INVA has made great strides in
iiicreasling its production of low—cost shelter solutions over the last few
yeans, 1t is now preducing over 2,000 units a year, most of which are being
financed under the Shelter for the Urban Poor Project (522-HG~0053). It has
succsesfully implemented turakey projects with the private sector, and is
producing a broader range of lower—cost solutions. As well, INVA is
comparently administering a DA~-funded Rural Housing Improvement Program
(522-u171) which 18 providing small loans for progressive shelter development
int rural areas through PVO's. However, INVA continues to depend almost
enrireiy on external fimancing for constructlioa of new units,

FIxavVl was created in 1973 ro serve as a secondary mortgage financing source
“ar the then fledgling private savings and loan system. Despite AID
asslistance at present through the Private Sector Shelter Program (522-HG-007),
FinaVL is in a financial crisis it may not survive, It is unlikely to be a
major source of long-term mortgage financing during the CDSS period. Without
acvess to addlitional mortgage funds, it is possible that one or more of the
country’s six private S&L's may fail.

ihere 1s domestic political pressure for the creation of a Soclal Housing
Fund, as promised in the Constitution, and it is likely to be created within
the next year or so, The degree to which its function would complement those
of exigting ipstitutions remains to be worked out.

There appears to be an ample market for well located, low cost shelter
solutions 1n the wmaior cities, and there is evidence of a good sized market In
the secondary cities. There is a strong need for shelter related services
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such as water, gewer, electricity, and street paving in all of these citiles.
Development of additional housing and related infrastructure can both meet
these needs and absorb relatively large amounts of umskilled labor, and
provide semi-permanent employment for many low income families. With some
minor improvements, the institutional capacity of the major actors — INVA,
SANAA, and ENEF - should be sufficient to enable implementation of a much
larger program in housing and rel'ated infrastructure. Loang-term financing is
the major short—term constraint. Improved utility plamning and development of
mechanisms for mobilizing domestic resources for investment in housing through
private sector mechanisms will bc needed over the longer rum.

b. Strategy

In the short run, the Mission's strategy will be to provide the GOH with a
modest level of long-term HG financing for shelter and related infrastructure
programs in the country's major population centera. To address the
longer-term needs, we plan to provide additional HG financing and local
currency resources for shelter and related infrastructure, and DA financing
for technical assistance almed at improving the functioning of the sector.
The technical assistance will be for improving utility systems planning and
the institutionsl capability of INVA, SANAA, and ENEE in delivering services
to the urban poor, and developing a better system for mobilizing domestic
resources for shelter. The assistance in utility systems planning will ke
2imad at helping Honduras obtain financing for major infrastructure
improvements from other IFI's with greater access to lending capital than
AID. As much as $1 billion for major infrastructure projects will be needed
irom the TFI's during the CDSS period. The technical asaistance will be
provided through the Policy Analysis/Technical Support Project to be initilated
in FY 1984 and a follow-on project late in the CDSS period.

[wplementation of the short term strategy will start with a $25 million HG
Lean in FY 1984 to follow up on the successful Shelter for the Urban Poor
roject. This project will emphasize progressive development of minimum cost
shelter solutions, expand INVA housing into a number of secondary cities, and
continue the use of the turnkey construction system through private
zcakractors. A new mechanism for ensuring that INVA, SANAA, and ENEE
ciurdinate their efforts under the project will be developed. An additional
#G is planned with the Soclal Housing Fund, 1f it 1is created, in FY 1985 or
FY 1986, 1In support of the longer-term strategy, additional HG loans will be
needed in FY 1987 and FY 1989, The former may be a follow—up to the ongoing
Jrban Upgrading Project (522-HG-006), through which water and sewers are being
installed in squatter settlements in the two largest cities. These programs
respond to the NBCCA recommendation that an enlarged housing and
infrastructure program be undertaken in the region. The proposed program
should create a semi-~permanent demand for labor im the conmstructfon industry,
and over time absorb some of the workers employed under the "first offensive”
against unemployment.

The ma jor policy issue is the elimination of subsidies traditionally provided
by the GOH for housing and related infrastructure projecia. The GOH can no
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longer afford the subsidies implicit in its past financing practices, and must
introduce greater financial discipline into its investment decisions. We will
work towards the progressive elimingtion of gubsidies, and toward the full
application of project development costs im calculating cost recovery

factors, New cost recovery methods, e.g., speclal assessments, project-
specific user charges, general rate adjustments, will be needed for
implementation of the new policies, and assistance will be provided in thelr
design and implementation. The HG financing and local currency resources will
be progressively linked to the development of private sector market mechanisms
for mobilizing domestic resources for housing.

Assuming that the mechanisms designed to mobilize domestic investment in
housing are moderately successful, a major improvement should take place in

the shelter and related infrastructure sector. The HG resources alome will
create over 7,500 person years of employment, and finance over 10,000 new

shelter sclutions and improvements im 25,000 more, Development of appropriate
market mechanisms for long-term finamcing could easily double these figures,

which would convert almost 20¥% of the country's substandard units into
~acceptable dwellings. Houses without water and electricity in Tegucigalpa,

San Pedro Sula and some secondary cities would be significantly reduced.

D. Strengthening Democratic Institutions and Respect for Human Rights

1. Status

Honduras is now in its third year of govermment under a popularly elected
civilian goverament., It 18 our expectatiom that the process of free elections
and civilian goverument will continue in 1985, and result in the
institutionalization of regularly elected democratic governments. It 1s quite
possible that Honduras now has the political maturity needed to ensure that
its present constitutional system 18 maintained and improved. The Central
American political situation has put Honduras into an Internatiomal fishbowl
where the strength of its democratic institutions will be severely tested and
ite furtherance of human rights subjected to significant international
scrutiny. Honduras is no longer a virtually unknown “"banama republic.”

Over the short and long run, an economically and politically sound Honduras
will depend as heavily on further growth and development of free, democratic
institutions., Fortunately, Honduras' opea economy and pluralistic society
over time has allowed for the development of many such instfitutions. They
include a vigorous and independent trade union movement active in industry,
the banana plantations, and small farm and agrarian reform agriculture; a
politically stromg cooperative movement; aam increasing variety and number of
local PVO's; some 50 private sector trade assoclations and professional
guilds; a private banking system with 15 commercial banks, including four
which are braanches or affiliates of major U.S. banks, and six savings and loan
assocations; and two old-line political parties and several newer omnes.

Honduras' large number of private voluntary organizations and interest groups
taken together give the country a speclal character and strength., Their
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existence, and indeed the combination of them, gives Honduras a distinct
flavor — its use of consensus resulting from the interaction of interest and
pressure groups to regulate a wide variety of social and economic affairs,

All of the groups have some voice in making Honduras work, and their views on
issues of national significance often diverge a great deal, They seem content
to lose once in while as long as they win often enough to stay in the game,.
Honduras' traditionmal tolerance of diverse views and pacific methods of
resolving 1ssues provides a strong basis for success in the democratization
process,

Hounduras' record on human rights 18 also highly positive, The wmost recent
Lepartment of State human rights report gave Honduras a favorable rating,
“onduras does not have a history of political assassination, political
prisoners, torture, or death squad murders, and the press reports widely any
charges of police mistreatment. Freedom of press, speech, religion and
assembly are respected. Occasional detentions beyond the 24-hour period
vermitted by Honduran law have been noted, and the government 1s attempting to
adhere more closely to established legal requirements. The legal rights of
wonen in marriage, family relations and divorce are inferior to those of men,
bur a new family code which will provide enhanced legal rights for women is
being actively debated in Congress, and is expected to be approved this year.
in practice, women are playing an increasingly important role in Honduran
zgciety. There are a aumber in high government positions, including at
present those of Minister of Education and Attornmey General, and many more in
hanking and business as owners and employees. Regardless of their legal
rights, the poor in Honduras find legal remedies almost prohibitively
expensive to pursue.

2. Strategy .

With the exception of the private banks, Honduras' numerous free democratic
institutions have a common weakness - they are neither well managed not well
funded. The management and financing of some of the cooperatives, PVO's,
husiness groups, campesino organizations, and credit unions will be improved
through their participation in the programs discussed elsewhere in the CDSS.
Particularly important among these 1s the National Association of Campesinos
{ANACH) — the principal spokesman for about 10X of the country's most vocal
suaii farmers, Further development of these organizations should contribute

ro kxeeping Honduras a free and pluralistic society.

In addition, other specific efforts which are important to reaching U.S.
cbjectives will also be supported. The National Elections Tribunal will be
#ided in planning and carrying cut the next election with support from local
currency generations. A campesino newspaper will be developed with support
from an LAC regional project. Opening of the legal system to more effectively
serve the pocr will be sought through a regional program to professionalize

the judicial system, through legal training for Hondurams in other countries,
and a local (urrency funded legal reform program aimed at modernizing Honduras'
outdated basic legal codes. We will attempt to stimulate a national debate on
legal reform through a domestic organization with local currency generations.
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A massive training program at the non-degree technical level, B.A. and
graduate level will be carried out by USAID/Honduras and USIS under a
centrally-funded scholarship program. We intend to tarxget the gifted but less
privileged, and to do so0o in ways which simultaneously accelerate the
development process and serve to further our political objective of a
democratic, pro-US Honduras in the future. The democratic trade unions will
continue to receive support and training from the American Institute for Free
Labor Development (AIFLD) through its regional project.

IV. Special Concerns

A. Absorptive Capacity

The country clearly has the ability to absorb additional outside assistance,
both filnancial and techmnical, 1Its recent negative economic growth suggests
that increased resource flows are needed. The question is where they can be
effectively absorbed and provide maximum benefit in view of the growth and
equity objectives of the strategy. The weaknesaes 1n certain GOH ministries
e.g., health and education, will be improved through significant technical
asgsistance., Indeed, the assistance provided to date in both these minlstries
seeas to be having the desired effect, The GOH has additiomal absorptive
capability in infrastructure development. While it could have difficulty
meeting cash counterpart requirements, reasonable acceptance of in-kind
wontributions and the use of local curremcy generations can help ensure rapid
absorprion of assistance. The country's overall indebtedness has grown
rapidly over the last few years and may cause strain on the GOH budget in the
short run. However, the overall favorable terms of existing debts (average
maturity of 27 years, average interest rate of 5%) should allow for
considerable additional borrowing on concessional terms during the CDSS period.

The private sector has additional absorptive capability, but it needs to be
#ncouraged to assume a more actlive stance as a development channel,

Industrial plant and labor utilization rates are low, in general, and there
should be little overall problem In expanding aggregate output if the right
products are produced. What is needed are well conceived, realistic
production projects, based on good marketing information and careful study.
Assistance aimed at these projects can be absorbed easily and quickliy, and can
make a major contribution to solving the country's high unemployment and low
production problems.

The matter of recurrent costs is a bit more difficult. Carrying out the
strategy will increase government operating costs, especially in the health
and education sectors. The additional budget that will be needed cannot now
be estimated, and the level of budgetary resources that might be available
will depend, to a large degree, on macroeconomic factors such as overall GDP
growth and fiscal policy. The matter comes down, in the end analysis, to the
propensity of the GOH to spend for social sBervices. In this respect, its past
record is quite good. During the mid and late seventies, at a time of
relatively robust ecomomic growth, budgets for health and education regularly
increased at rates of 10%Z to 15X a year. The politically strong, aggressive,
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and well organized teachers and health workers can be expected to push for
higher budgets in these areas. The cost recovery efforts discussed in the
health, education, shelter and urban infrastructure activities should help in
lessening the recurrent cost burden. In sum, the GOH's past high propensity
for spending on soclal services coupled with appropriate policies regarding
pricing of services provide a basls for expecting that government service
levels will be maintained.

B. Relations with Other Agencies

while the proposed strategy calls for a major effort administered through AID
to address Honduras' development problems, this effort will be insufficient by

itself. Both significant other donor resources and complementary efforts by
cther USG agencies will be needed in order to ensure its success, The most
important are: '

1. CADO

Clearly regional stability is needed to reach the goals outlined above, To
the extent that CADO encourages the countries of the region to minimize their
¢lfferences, 1t could play an important role in determining the success of
each of the Central American Countries in furthering their own and the
region's development, Until more is known about CADO and the U.5. commitment
to 1ts success, it 18 hard to judge how effectively it will be able to play
the role envisioned for it in the NBCCA report. The Mission would expect to
play a supportive role, if and when CADO is :created.

2. CACM Instrumentalities/ROCAP

The NBCCA report proposed a significant strengthening of the Central American
Common Market, Among other ideas, the Commission recommended that the U.S.
join CABEI, that the Central American Clearing House be strengthened and
recapitalized, and that a Central American Venture Capital Company be

created, ROCAP's atrategy, which is based on these recommendations, includes
a preliminary policy agenda. While the strategy is a good start, USAID/H does
n:c belleve the proposed policy agenda goes far enough, as it provides no
arrangement for resolving chronic intraregional trade Imbalances over the
ionger term in the absence of positive net doliar reserves in each member of
the CACM. The Mission belleves that a currency adjustment arrangement similar
te that used by the EEC will be needed to ensure long—-run adjustment of trade
balances among the five countries. It also does not address the issue of
Nicaragua's benefits from implementation of the strategy. As a practical
watter, we believe that the issue of excluding Nicaragua as a beneficiary
Country may prove to be an insurmountable stumbling block to negotiating the
proposed policy reforms and to implementation of the proposed programs,.

3., Other IFI's

Success in reaching the goals will require a high level of other donor
financing. As much as $1 billior just for major infrastructure investments
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will be needed from the World Bank and the IDB. Coordimation of policy
issues, especially with the IMF and the World Bank, would also help to
facilitate success., To achleve the kiad of coordimation needed, the Mission
expects to make greater use of existing communications channels, especially
the offices of the U.S5. Executive Directors ian those agencies. At a minimum,
a regular once—a-year program and issues meetiag will be needed. The burden
will fall on AID/W to arrange timely meetings, keep communications channels
open and follow up on the results of such meetings.

4, Other USG Aggncies

Some complementary efforts that will be needed to maximize the developmental
impact of Mission funded projects were proposed in the NBCCA report, including
an adult literacy campalign, a Central American Teacher Corps, and a major
program of short- and long-term scholarships in the United States. USG
efforts to increase adult literacy should be directed to supporting and
improving the Ministry of Education's ongoing campaign, which appears to be
working well, Extensive cgordination with USIS and the Peace Corps will be
needed to ensure that AID programs and these efforts reinforce each other to
the maximum extent., We will continue to work closely with these
organizations, and expect that adequate coordination can be achieved through
regular program reviews at the field level., More specific measures to ensure
close cooperation with other USG agencies will be worked out as more becomes
known about the specific arrangements for implementing each program,

C. Role of the Private Sector, including PV0's and Cooperatives

1. Role of Private Profit Making Firms

The Mission has been increasingly using private firms, especially the more
liberal and aggressive local banks, as channels for adwinistering resources
under AID financed projects. A completely new private organization, the
Cattle Fund {(Fondo Ganaderc), was developed to implement the Small Farmer
Livestock Project, which was authorized in FY 1983. The Export Development
and Services Project will provide initial support to several new private
sector organizations, oue of them profit oriented, which have been formed to
help Honduran entrepreneurs begin to expand their horizons, obtain ocutside
contacts and technical resources, and take advantage of new incentives (CBI
trade provisions, Honduran Export Incentives Law) to productiom for export.
We expect to expand contraceptive availability through private businesses, as
described in the population sector strategy. Most construction work carried
out under AID projects is done by private contractors. We intend to continue
looking for every reasonable opportumity to carry out our strategy through the
private sector,

2, Role of PVO's and Cooperatives

At present, some 20 U.S. and domestic PV0's are carrying out activities in all
five priority areas under OPG's and AID funded government to government
programs. Support for productive activities and services is being provided
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with AID funding through four model cooperatives, 14 reglomal cooperatives,
and the consumer owned credit union system., 7Two of the model coops are fresh
fruit gsnd vegetable operations with sales of over $500,000 each annually.
Several new activities are scheduled for approval during FY 1984. These
activities are funded with both DA funds and local currency generations. In
sum, we are already making extensive use of PVO's and cooperatives in carrying
out AID supperted programs, '

The long-term development strategy calls for increasing use of PV0O's and
ceooperatives as channels for AID assistance., We have found that dollar for
dollar we get more mileage from these organizations than from most other
development channels. However, the more experienced and capable PV0's are now
~lose to saturated, and we will bhave to help new ones develop their
tustitutional capability before they can serve as effective development
zhaonels. We expect to help 20 more PV0's to resch developmental maturity by
the end of the CDSS perlod. To this end, we intend to iritiate, during

FY 1984, a local currency financed PVQ development program to fimance specific
development projects and furiher increase the capacity of PV('s to play a key
role in implementing AID financed projects in all sectors, Assistance will be
previded in imstitutional development of new and existing PV0's. A key aspect
s¢ this institutional development will be significant trainiang for field
igents and promoters im project development and service delivery. PVO and
zuntract personnel now working under AID financed projects will play an
important role im providiag this training.

D. Mapnagement and Staffing

The composition of the proposed portfolio and the greatly expanded assistance
levels required for its implementation have occasioned major restructuring of
the Mission and will definitely require expanded personnel and operating
expense budget. Present estimates for USDH incilude a private sector officer
and procurement speclalist during FY 1984 and PY 1985 and a project
development/finance officer, general development officer and regional legal
acvisor later in the CDSS period., Additionally, we estimate a need for the
fellowing U,S. contractors: training officer, agricultural
information/extension specialist, private sector advisor and forestry
advisor. FSN personnel will need to be expanded by hiring professionals in
pepulation, economics, agriculture and education, as well as three additional
accountants/financial analysts and an assistant management officer., We are
presently exploring the possibility of setting up a local currency trust fund
to defray some of our longer term local expenses. Nevertheless, cur operating
expenges will require an immediate restoration of $750,000 in FY 1984 to
permit expanded project development and normal implementation activities to
—ontinue te proceed smoothly. Increments which reflect the costs of the
proposed higher personnel levels and Inflation will be needed in subsequent
years,

E. Honitoring and Evaluation

Monitoring of the program will be accomplished through normal Mission
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procedures. The stabilization program will be monitored through the
participation of Mission Program Economists in the Joint Economic Working
Group. Project implewmentation will be reviewed on a quarterly basis, and any
lagping efforts will be ewaluated and reprogrammed as necessary. Regularly
scheduled project evaluvations will continue to be held as defined in the
authorizing document or otherwise dictated by project needs. Program revieus
will be carried out in the course of preparing program doczments and updates
of the CDSS as needed.

Appendix:

kesource Requirements Table






